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PREFACE 



fbn-sppropri ated funds aro M tho moneys which support certain 
revenue-producing. welfare, and sundry activities which ore not provided 
for in congressional appropriations but are necessary adjuncts to the 
a rood forces. They ore instrumental itics of the Doited States, set up 
for administrative use, end ore separate and distinct from the funds re* 
corded on the books of the Treasury and General Accounting Office. They 
are usually for the purpose of contribution to tbe welfare, comfort, or 
pleasure of military or civilian employes. 

w Pfon-appropriatcd funds include, but are not limited to: 

(a) Funds received and ©xponded for Navy accounts and 
organizations such as Welfare and recreation funds 
derived from Ship*s Stores, Ravy and Marine Ex- 
changes; funds received and expended by officers* 
and enlisted aen*8 clubs; Navy employees* relief 
funds; Civil Cervice employees* association funds; 
and employee-operated cafeteria funds. 

(b) Funds received and expended by employee credit unions 
or other organizations which have Federal or State 
charters. These include all credit unions in the ffeval 
Establishment. 

(c) Fuads derived from gifts, games, entertainments and 
collections. 

The purpose of this paper is to explore the internal audit and 
control procedures which are pertinent to Non-appropriated funds, with 
emphasis upon the prevention of fraud and the safeguarding of Non-appropri- 
ated fund assets. In so doing, it is realized that any system of internal 



*SR 32D-5-1, Dictionary of Chi ted States Army Terns, p. 191. 

^Office of tbe Comptroller of the Ptovy, Internal Auditing - Principles. 
Policies. Miniaun Standards and Objectives . Department of the ftevy, Wash- 
ington, D. C., Kay 1951, p. 15. 
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audit and control is designed primarily for the purpose of maximizing the 
efficiency of operations. The prevention of fraud is an Important, but 
ancillary purpose, nut it is fraud in the administration of these funds, 
end net mediocrity or mere inefficiency of operations, which results in 
the diversion of ouch military manpower to official investigations and 
courts-aartlal, with the Conaanding Officer almost invariably an interested 
party and sometimes a defendant. Kany Commanding Officers have suffered 
embarrassment or blemished service records resulting from frauds perpet- 
rated by their employes and military subordinates in the administration 
of Nca-appropriated fund activities. It is hoped that this paper will 
in sono measure serve to stimulate the Commanding Officer’s interest in this 
often-Boglectod, but potentially very troublesome area. 
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ESBSZZLEWOCf A?iU FPJUD 1 

The Cooaanding Officer, when confronted with on audit report in 
which areas of loose control are pointed oat, too often reacts with an 
expression similar to the following: "Controls are all well and good, but 
after all I trust ay people, and I will not be too concerned about a little 
laxness in control." The typical Coaoanding Officer will duly note such 
a report, pass it on to the people concerned, with a nild admonition to 
"straighten it out," and turn his attention to more pressing business. 

The experienced auditor, however, has learned the truth in the saying 

o 

"those we da trust con steal; those wo don’t trust can’t steal." 1 ” 

Many businessmen put employes in two broad categories of honesty. 
First, there are those who singly are not morally capable of fraud under 
any oirc instances. Fortunately, these are in the majority, and wo 
do not have to worry about thee. In the second category are those who 
consider thorns elves to be honest end actually do not think they will 
ever be dishonest. But when a person in this category encounters 
financial difficulties - bo it from sickness in the family, high living, 

S To embezzle is "to appropriate fraudulently to ono’s own use, 
as property entrusted to one’s care." lienee embezzlement implies fraudulent 
appropriation by a breach of trust. Fraud, In turn is defined in its legal 
sense as "an Intentional perversion of truth to induce another to part 
with sops valuable thing belonging to bin, or to surrender a legal right." 

In practice, these terns ore used pore or less interchangeably, os will 
be done in this paper. 

^Original source undetermined. 
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ga&ling, or women ' - and et the sane time is exposed to o loose system 
of internal audit and control, bo has an open invitation to steal. The 
fooling is quite general, in auditing and fidelity insurance circles, that 
nonogcoont is largely responsible for the defalcations in this second group. 

A pronipeut fidelity Insurance expert put it this way: 

"Dishonesty is usually the result of the direct end premeditated 
acts of the individual. However, too often eobeazlers are 
abetted in their stealings by poor accounting systems, lack of 
Internal control, and inadequate periodic audits. Mien an em- 
ployer’s method of operations makes it easy for an individual to 
steal, unfair temptation is placed before the employe. Should 
either a real or a fancied need for money arise, such os for 
large medical expenses, a promising business venture or other 
gamble, it is difficul^to predict whether an individual will 
succasb to temptation. * 

It follows that a Commanding Officer taay veil doom it his duty to protect 
his employes and bis military subordinates from themselves by keeping tempt- 
ation out of their way. 

It is difficult for a casual researcher to obtain statistics on 
the extent of fraud in the administration of military nonopproprioted funds. 
This stems troa two causes: first, the requirement for administrative pri- 
vacy bars the researcher from oecoss to official files of reports of in- 
vestigations and audit reports concerning defalcations. Second, ns in the 
business world, nany defalcations sinply ere not reported, and many continued 
undiscovered. These difficulties are not important, however, because non- 
opproprioted fund activities nre not unique; they have very similar counter- 
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The familiar triple incentive for cabessslenont - "redheads, run, 
and races" - has been superseded by no re righteous natives, as follows: 

(1) to keep families together, including the payment of education bills; 

(2) to pay hospital bills; and (3) to keep up with the Jones*. 

2;;!r. A. F. Lef rente, Chairman of Board, American Surety Co. , 
in InsjigmceJvarld 1957 Property and Liability , p. 35. 



